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Some Observations on Reports 
By H . L . W I L S O N , Technical Procedure Department 
TH E effectiveness of accountants' serv-ices depends so much upon the use-
fulness of their reports that no pains should 
be spared to make the reports clear, in-
formative, and technically correct. 
The following discussion dwells upon a 
few of the problems which are frequently 
encountered in the preparation of reports, 
as indicated by the review of a large num-
ber of reports recently rendered. The dis-
cussion wil l be taken up under the follow-
ing headings: Presentation, Comments, 
Certificate, and Balance Sheet. The sub-
ject of profit & loss statements is not 
dealt with in this article. 
Presentation 
If the report is addressed to the concern 
whose accounts have been examined, the 
presentation need not state, "We have 
made a general audit (or whatever the 
service classification may be) of the ac-
counts of the Company," but 
should state, "We have made a general 
audit of your accounts." This is one of 
the few cases in which the use of the per-
sonal pronoun is appropriate in reports. 
In most other instances the tone of the 
report is more dignified i f an impersonal 
point of view is maintained. 
In cases where all or nearly all the com-
ments constitute qualifications, or are 
otherwise of a vital character, it is desir-
able to combine them with the presenta-
tion. The same practice should be followed 
when the comments are very brief. In 
combining the presentation and the com-
ments it is necessary to give consideration 
to the introductory wording of the comments. 
The matter might well be handled thus: 
We have made a general audit of your 
accounts, etc., etc. 
[Here follows the description of state-
ments.] 
The results of the audit are further re-
ported in the following comments: 
[Here follow the comments.] 
Yours truly, 
If it is desirable to give a certificate, the 
certificate may be the final paragraph and 
may be worded somewhat as follows: "We 
Hereby Certify that, subject to the forego-
ing qualifications, in our opinion the ac-
companying Balance Sheet as of December 
31, 1925, is correct." 
In case the auditor has written up the 
books and at the same time has verified 
the accuracy of the original data, the pres-
entation should clearly indicate the scope 
of his work. In reports where such serv-
ice has been rendered, a number of in-
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stances have been noted where the pres-
entation states merely that the auditor 
has written up the books, and implies that 
he does not assume any responsibility for 
the correctness of the data. The pres-
entation should have stated also that the 
correctness of the original data has been 
verified. 
When the work is limited to the writing 
up of the books, it is not sufficient that the 
auditor indicate the limitation of his re-
sponsibility in the presentation only. He 
should also place a footnote on each state-
ment to the effect that the amounts were 
taken from the books without verification. 
Otherwise, anyone who reads the state-
ments but does not read the rest of the 
report would be justified in assuming that 
the auditor has verified them. 
In the audit of a single proprietorship, 
the presentation should make clear that 
only the accounts of the particular interest 
of the individual have been examined. For 
example, the presentation might read as 
follows: 
"We have made a general audit of the 
real estate business of John Jones, etc., 
etc." 
Comments 
The comments should be informative, 
but they should be limited to essentials. 
What constitutes essentials depends, among 
other things, upon the size of the business 
reported upon. In the case of a small 
business it may be desirable to comment 
more in detail than in the case of a large 
enterprise, because those who may read 
the report in such a case are usually not 
so well informed as to the nature of the 
work done by auditors. Moreover, the 
small organization does not ordinarily 
have the benefit of comprehensive analyses 
and reports from its own staff. 
In case a certificate is given, it is usually 
unnecessary to comment at length upon 
details regarding verifications. It is much 
more important that the auditor submit 
constructive criticisms and comments of 
an analytical nature. 
The rates of turnover of inventories and 
accounts receivable, the ratio of net income 
to net sales and to net worth, the relation 
of current assets to current liabilities, and 
comparisons of one period with another are 
of interest in most cases. Data showing 
trends over a period of years usually prove 
interesting and helpful to the client. But 
the auditor should not rest content with a 
mere statement of the facts in such cases. 
He fails to make his report of maximum 
usefulness unless he explains the signifi-
cance of the data. For example, the reader 
is, of course, interested in knowing the fact 
that the ratio of net income to net sales 
has materially decreased, but he is equally 
interested in knowing the reasons for the 
reduction and the factors which contribute 
to that result. 
In many reports it is stated with regard 
to accounts receivable reserves that the 
accounts have been examined by the 
treasurer, or other officer, and that he con-
siders them collectible. It is usually not 
sufficient to state that an officer of the 
concern considers the accounts collectible. 
The auditor should, as a rule, express his 
own opinion as to the collectibility of the 
accounts, even though his opinion is ad-
mittedly not conclusive. 
Lack of internal check in the client's 
office may make i t practically impossible 
to uncover certain types of fraud, if any 
has been perpetrated, without resort to 
verification by confirmation from debtors. 
If the audit does not include the confirma-
tion of accounts receivable, a statement to 
that effect should be made in the comments. 
In the comments on deferred charges, it 
is quite common to find information regard-
ing the amount of fire insurance carried by 
the company. Such information as this 
comes more properly under the head of 
"General" comments, or specifically under 
the head of "Insurance," rather than under 
deferred charges. 
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Certificate 
The certificate in an audit report should 
not be made personal. Instead of stating, 
"We have audited your accounts," the 
certificate should read, "We have audited 
the accounts of the Company." 
The reason for avoiding the use of the 
personal pronoun lies in the fact that 
certificates are likely to be submitted to 
persons outside the client's organization. 
It is rarely necessary to make a certificate 
subject to accompanying comments. The 
inclusion of such a qualification makes it 
necessary for the reader of the report to 
read all the comments in order to grasp the 
significance of this phrase. The certificate 
should be complete in itself, and if there 
are material qualifications they should be 
mentioned specifically in the certificate. If 
it is desired to give a certificate despite the 
fact that there are a number of qualifica-
tions, the best arrangement is somewhat 
as follows: 
We have audited the accounts of the 
Company for the year 
ended December 31, 1925. 
No provision was made for depreciation 
of building and equipment during the 
year. 
The reserve for uncollectible accounts is 
considered insufficient by approxi-
mately $ . 
Interest, amounting to $ , has 
not been accrued on mortgage payable. 
We Hereby Certify that, subject to the 
foregoing, in our opinion the accom-
panying Balance Sheet as of Decem-
ber 31, 1925, is correct. 
If there are only one or two qualifications, 
which can be briefly stated, it is preferable 
to word the certificate somewhat as follows: 
We have audited the accounts of the 
— Company for the year 
ended December 31, 1925, and 
We Hereby Certify that, subject to the 
facts that no provision for deprecia-
tion was made during the year, and 
that the balances in the property ac-
counts at the beginning of the year 
were not verified, in our opinion the 
accompanying Balance Sheet as of 
December 31, 1925, is correct. 
It is important that the certificate be ar-
ranged in such a way that the reader will 
be sure to read the qualifications. Certifi-
cates have been noted which read some-
what as follows: 
We have made an audit of the accounts 
of the Company for the 
year ended December 31, 1925, and 
subject to the fact that we did not 
make an examination of the addi-
tions to plant property, 
We Hereby Certify that, in our opinion, 
the accompanying Balance Sheet is 
correct. 
The reader of a certificate such as this 
might pass over the first part with the 
thought that it is merely introductory and, 
seeing the words, "We Hereby Certify," 
pass on to that part, from which he 
would understand that the certificate is 
unqualified. This point may seem, at first 
thought, to be of little moment, but qualifi-
cations to a certificate are of such impor-
tance that no pains should be spared to 
make sure that they will be read. 
Instances are often noted in which the 
presentation reads "without certificate," 
although the report does not contain 
qualifications of consequence. There is, of 
course, no reason for stating in such a 
case that the statements are submitted 
without certificate. Unless there is mani-
festly no occasion for a certificate, one 
should be given. 
In other cases the presentation reads 
"without certificate," when there are in 
the report only a very few qualifications, 
and those of such a nature that they could 
be briefly expressed. In such a case, unless 
the certificate is obviously inappropriate, 
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one should be given, in which the qualifi-
cations are specifically set forth. 
It is to be remembered that bankers and 
credit grantors in general prefer to have 
a certificate in a report. When, therefore, 
a report is to be used by outside interests 
it is especially desirable that a certificate 
be submitted. 
When qualifications are expressed in the 
statement it may not be necessary to ex-
press them in the certificate. If they are, 
however, of special importance, they should 
be expressed in the certificate also. In this 
connection, it seems to be generally under-
stood that reference (in a certificate) to a 
statement includes any footnotes or paren-
thetical remarks appearing in the state-
ment; a certificate to the correctness of 
the statement is, therefore, automatically 
qualified to the extent of such footnotes 
or other remarks. 
Some certificates include the information 
that the auditor has audited the accounts 
of the concern in question for previous 
periods, and indicate the periods covered 
by these previous audits. In many cases 
these certificates are poorly expressed. The 
following is an example of poor usage: 
We have audited the accounts of the 
Company for the year 
ended December 31, 1925, and having 
previously audited them for the pre-
ceding five years, 
We Hereby Certify that, in our opin-
ion, the accompanying Balance Sheet 
as of December 31, 1925, and State-
ment of Income and Profit & Loss for 
the year ended that date are correct. 
As this certificate is expressed, the audits 
for the preceding five years appear to be 
as essential to the giving of the certificate 
as is the audit for the last year, and yet the 
statements certified apply only to the last 
year. Any reference to the audit for the 
five years ended December 31, 1924, should 
be made in an independent sentence or 
clause. The following phraseology might 
be used: 
We have audited the accounts of the 
Company for the year 
ended December 31, 1925, and pre-
viously audited them for the preceding 
five years. 
We Hereby Certify that, in our opinion, 
the accompanying Balance Sheet as of 
December 31, 1925, and Statement of 
Income and Profit & Loss for the year 
ended that date are correct. 
(To be concluded) 
. 
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Some Observations on Reports 
(Concluded) 
By H . L . W I L S O N , Technical Procedure Department 
Balance Sheet 
TH E following discussion treats of some of the questions which arise in the 
preparation of the balance sheet; namely, 
those having to do with (1) description of 
the items, (2) valuation reserves, (3) 
Federal income tax, (4) reserves for con-
tingencies, (5) liquidation value of pre-
ferred stock, (6) surplus, and (7) surplus 
from appreciation of plant property or 
other assets. 
Description of items 
The description of balance sheet items 
should clearly explain their character. In 
this connection it is to be noted that a 
balance sheet is not a mere trial balance 
after closing, and that the titles of the 
accounts are not necessarily appropriate 
for balance sheet purposes. 
In their desire to describe the asset items 
accurately and fully, auditors are prone to 
overlook the necessity of describing the 
liability items adequately. For instance, 
the maturities of long-term obligations such 
as bonds and mortgages are frequently 
omitted although they are of interest to the 
reader of the balance sheet. In the case 
of serial bonds, i t is usually possible to show 
concisely the period of years over which the 
bonds mature and the amount maturing 
each year. 
If the certificate to the balance sheet is 
on a separate page, and if it contains quali-
fications, it is frequently found that the 
qualifications should be indicated on the 
balance sheet itself as well as i n the certif-
icate. For example, i f certain assets have 
not been verified, i f reserves are inadequate, 
or i f necessary reserves have not been 
provided, such facts should be indicated on 
the balance sheet as well as in the certifi-
cate. Sometimes the parenthetical remark 
"see comments" after the item concerned is 
sufficient. The comments in such cases 
should cover the points fully. In other 
cases it may be desirable to state the facts 
specifically in the balance sheet. Where 
there are so many qualifications that a 
certificate is not given, and it is imprac-
ticable to express them all in the balance 
sheet, i t is advisable to place a foot-note 
on the balance sheet making it subject to 
the accompanying comments. The point 
of view to be taken is that a reader of the 
balance sheet who does not read the com-
ments, or the certificate (if any), wil l , 
nevertheless, be informed of all important 
qualifications to the balance sheet. 
If assets are pledged as security for lia-
bilities, that fact should be shown in the 
balance sheet. The information may be set 
forth in one of the methods illustrated in 
the following: 
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Investment securities (Pledged 
to secure notes payable),. .... .$ 
Investment securities (Partially 
pledged to secure notes pay-
able), .$ 
Investment securities ($ 
pledged to secure notes pay-
able), $ 
Investment securities: 
Pledged to secure notes pay-
able, $- -
Unpledged, . $ 
Likewise, the liability item should be 
described as "secured," "partially se-
cured" or " $ — secured." 
Valuation reserves 
Valuation reserves, such as reserves for 
doubtful accounts, discounts, and allow-
ances, and reserves for depreciation of 
plant, should usually be shown as a deduc-
tion from the related asset account in the 
balance sheet. This treatment is preferable 
because the reader is interested in knowing 
the net valuation of the assets as well as 
the gross. Such closely related amounts 
as gross book value and reserve should be 
brought together and the reader saved the 
effort involved in mental calculations. 
These reserves are neither current lia-
bilities, long-term liabilities, nor part of 
the net worth, but are adjustments of 
asset valuations carried as credit accounts 
merely as a bookkeeping expedient. It is 
realized that in some cases, such as in rail-
road and public utility balance sheets, cus-
tom and regulations prescribe that these 
reserves shall be shown on the liabilities 
side. However, unless regulations or pe-
culiar conditions require this treatment, it 
should not be followed. 
In the case of reserves for doubtful 
accounts, it is apparent that unless they 
are deducted from the asset balance the 
total current assets are stated at a greater 
amount than it is anticipated wil l be 
realized from them. The reader of the 
report desires to know the actual total 
of the current assets and also the true 
ratio of the current assets to the current 
liabilities. 
When two reports as of the same date 
are issued—for example a detailed report 
and a condensed report—it is particularly 
important that items such as reserves be 
treated in the same manner in the two 
reports. It is unjustifiable to deduct the 
reserve for doubtful accounts from the 
asset balance in one report and to show it 
on the liabilities side of the balance sheet 
in the other, thus setting forth two different 
amounts for "total current assets." 
In the case of amortization of patents, 
there appears to be no defense for the 
practice of stating the reserve on the lia-
bilities side. Patents have a definite life 
and the reserve represents an actual dimi-
nution in value. It should, therefore, be 
deducted from the asset. The same state-
ment applies to leaseholds, franchises, and 
the like. 
Federal income tax 
The liability for Federal income tax 
should be clearly shown. In some cases 
the liability is included in the balance sheet 
but is combined with other items, and the 
description does not indicate that the tax 
is included. When the liability for Federal 
income tax is not stated separately, its in-
clusion should be brought out in some such 
manner as is indicated in the following: 
"Sundry accruals, including Federal income 
tax," or "Accrued taxes, including Federal 
income tax." If the liability for the tax 
is not included in the balance sheet, that 
fact should be stated in a foot-note. In 
such case a foot-note should also be 
placed on the statement of income and 
profit & loss. Quite often the foot-note 
is placed on the balance sheet, but is im-
properly omitted from the statement of 
income and profit & loss. The foot-note 
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should state not only that Federal income 
tax has not been provided for, but should 
give also the approximate amount of the 
tax. 
If there is a net income but no taxable 
income, the report should state that the 
income is not taxable. If this statement 
is not made, a reader of the balance sheet 
or the profit & loss statement might think 
that there was an undisclosed liability for 
the tax. 
The extent of the auditor's assumption 
of responsibility as to the disclosure of any 
liability for Federal taxes for prior years 
should be set forth in the report. The 
procedure to be followed in connection with 
taxes for prior years is outlined in the firm's 
letter to practice offices dated December 8, 
1925. If there is reason to believe that 
there may be an assessment which is con-
sequential in amount, a foot-note to that 
effect should be placed on the balance sheet. 
If the question of the taxes for prior years 
has not been investigated, that fact should 
be brought out in the report. 
Reserve for contingencies 
It is sometimes found that a balance 
sheet item termed "Reserve for Contin-
gencies" is designed to provide for specific 
liabilities such as Federal income tax, 
although this fact is not indicated in the 
description of the item. The reader of a 
report has a right to assume that a reserve 
for contingencies is, in effect, appropriated 
surplus which is available for fortuitous 
losses or losses of an extraordinary charac-
ter and indefinite amount concerning which 
there is room for doubt as to whether they 
will eventually be incurred. No definite 
liabilities should be shown in the balance 
sheet under this description. A possible 
exception to this rule is the case of pro-
vision for loss in litigation where it is not 
desired to disclose the fact that an adverse 
decision is anticipated. 
Liquidation value of preferred stock 
In describing the balance sheet item of 
preferred stock without par value, it is 
important that the liquidation value of the 
stock be shown. The liquidation value of 
preferred stock without par value is often 
so much greater than the value at which it 
is stated in the balance sheet that a reader 
of the balance sheet—particularly a stock-
holder—should be informed as to the 
amount of the surplus which would be 
absorbed in the liquidation of the stock. 
Surplus 
The term "surplus," without qualifica-
tion, has come to be generally understood 
as earned surplus. It is improper, there-
fore, to include in this item surplus from 
appreciation of plant property, the excess 
of the proceeds of the issue of no-par-value 
stock over the stated value thereof, or 
other special surplus items. 
Instances are noted where surplus and 
capital stock without par value are shown 
in balance sheets as follows: 
Common capital stock (—— 
shares without par value, at 
stated value—excess of pro-
ceeds thereof over stated value 
included in surplus), $ 
Surplus, $ 
A reading of the "Surplus" item alone, 
without reference to the capital stock, 
would give the reader of this balance 
sheet the impression that the "surplus" is 
all earned. 
The following description is preferable: 
Common capital stock (-
shares without par value, at 
stated value), $ 
Surplus (including excess of pro-
ceeds of common capital stock 
over the stated value thereof),.$ 
It would be even better if, in such cases as 
this, the amount of the earned surplus 
were stated separately. 
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Surplus from appreciation of plant property 
The balance in the reserve for deprecia-
tion of plant property should, at the ex-
piration of the useful life of the property, 
be equal to the value at which the property 
is carried on the books (allowing for sal-
vage value, etc.). In order that this result 
may be accomplished, the reserve should 
be credited with depreciation not only on 
the entire cost of the depreciable property, 
but also on an additional amount equal to 
any appreciation in the property values 
which may have been set up on the books. 
As explained in the September issue of 
the Bulletin in the article entitled "Depre-
ciation of Appreciation," there are two 
methods in common use of making the 
charges to offset this credit. The first 
method contemplates charging to opera-
tions depreciation on only the cost of the 
property and charging to "Surplus from 
Appreciation" depreciation on the appre-
ciation. The second method contemplates 
charging to operations depreciation on the 
total amount of the appreciated value. 
When the second method is used, a credit 
is made to profit & loss for the amount of 
the depreciation on the appreciation, the 
offsetting charge being to "Surplus from 
Appreciation." A t the expiration of the 
useful life of the property, the surplus from 
appreciation should thus be entirely ex-
tinguished, and the reserve for deprecia-
tion should be equal to the appraised value 
of the property as set up on the books. 
In order to make these calculations, the 
surplus from appreciation should be an-
alyzed to show the amount of such surplus 
from revaluation of different classes of 
property having different depreciation 
rates. The different classes might be, for 
example: (1) buildings and (2) machinery. 
The amount charged periodically to surplus 
from appreciation is composed of individual 
amounts for each class of property. The 
ratio of the original surplus from appre-
ciation of each such class of property to 
the depreciated replacement cost thereof 
as appraised, is next ascertained. The 
ratios are applied to the amount of the 
depreciation provision. The depreciation 
provision should be computed on the ap-
praised replacement cost new. The pro-
cedure is illustrated as follows: 
Total Buildings Machinery 
A—Appraised replacement cost—new, $180,000 $80,000 $100,000 
B—Accrued depreciation, 58,000 8,000 50,000 
C—Depreciated replacement cost, $122,000 $72,000 $50,000 
D—Gross book value, $120,000 $40,000 $80,000 
E—Reserve for depreciation, 44,000 4,000 40,000 
F—Net book value, $76,000 $36,000 $40,000 
G—Surplus from appreciation (C minus F), $46,000 $36,000 $10,000 
Depreciation (Based on A; Buildings 2%, 
Machinery 10%), $11,600 $1,600 $10,000 
Ratio of G to C, 50% 20% 
Charge to Surplus from Appreciation, $2,800 $800 $2,000 
In case of the sale or retirement of plant 
property, any balance in the surplus from 
appreciation which applies to the property 
sold or retired should be transferred to 
the credit of earned surplus. 
If the surplus from appreciation has been 
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exhausted by the payment of dividends, by 
charges incident to writing down intangible 
capital assets, by application against it of 
a profit & loss deficit, or by other charges, 
manifestly no credits can be made to earned 
surplus to offset the charge which must be 
made to operations for depreciation on 
appreciation. 
Although it is possible that surplus 
arising from appreciation of plant property 
may in some cases be legally paid out in 
cash dividends, this practice is not con-
servative. There can be no objection, 
ordinarily, to the payment of stock 
dividends out of such surplus. On 
the contrary, payment of stock divi-
dends furnishes assurance that the 
current assets wil l not be depleted 
through the payment of cash dividends 
from this source. 
